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Field work must meet the test of 
at least three standards—compe- 
tence, independence and due care. 
Competence and independence are 
fundamental and are invoived in 
substantially all of the relationships 
between the auditor and his client 
and third parties. They are ac- 
knowledged and implicit and may 
be taken for granted. Hence, due 
care is the standard with which the 
auditor is peculiarly concerned in 
his field work. 

Question arises whether the audi- 
tor can ever be sure that the pro- 
cedures which he plans to include 
in his examination and their careful 
application will be adequate to dis- 
charge his responsibility of‘due care. 
While the requirements of due care 
may be tested by reference to facts, 
the appraisal of those facts and 
their significance must remain 
matters of judgment and opinion. 
If it were not so, we would not now 
be discussing standards which, long 
since, would have been reduced to 
rules as inflexible and arbitrary as 





*A paper presented by Mr. Jennings on 
October 1, 1946, at the annual meeting of 
the American Institute of Accountants in 
Atlantic City. This was one of three papers 
devoted to the general subject of Auditing 
Standards. 
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By ALVIN R. JENNINGS 


those which govern the measure- 
ment of space and time. It there- 
fore follows that although the audi- 
tor may have reasonable assurance 
of the adequacy of his program, he 
seldom, if ever, can obtain absolute 
certainty. Except in elemental 
situations where a complete exami- 
nation of all details is required and 
undertaken, it would appear that 
the auditor would be guilty of con- 
templating more work than could 
be justified if he seeks to plan his 
engagement so that he may be abso- 
lutely sure it will meet the tests of 
due care. 

If he cannot secure certainty, he 
can, by prejudging the implications 
of due care, at least obtain a satis- 
factory and workable degree of con- 
fidence. A dependable beginning 
can be made by analysis of the 
meaning of due care, the substance 
of which is expressed in the quota- 
tion presented by the previous 
speaker. 

The first conclusion which we 
may deduce is that the requirements 
of due care are matters of opinion 
and not fact. The second is that 
tests of due care must be made with 
regard to the facts of a particular 
case. It necessarily follows that the 
circumstances pertaining in a case 
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in point cannot be ignored. On the 
contrary, they are the substance 
from which conclusions, if sound, 
must be drawn. 

It thus becomes evident that the 
implications of the general standard 
of “due care,” when applied to field 
work, engender still other standards 
which serve to measure the quality 
of the work done. These standards 
of performance have tentatively 
been designated as: 


1. Adequacy of preparatory plan- 
ning of field work. 


2. Proper evaluation of the existing 
internal control for reliance 
thereon and for the determina- 
tion of the resultant extent of 
the tests to which auditing pro- 
cedures are restricted. 


3. Competence of evidential 
matter. 


The three standards cited to a great 
extent are interrelated and interde- 
pendent. The same circumstances 
which would be germane to a de- 
termination of whether one of such 
standards has been met may be 
equally applicable to a test of a 
second. For example, the elements 
of “risk” and ‘“‘materiality” are 
later discussed in relation to the 
adequacy of planning. Both are at 
least equally pertinent to proper 
evaluation of internal control. 


ADEQUACY OF PLANNING 


A prerequisite to planning, espe- 
cially in the case of new engage- 


ments, is a broad appraisal of the 
pertinent facts which will become 
more detailed as the work pro- 
gresses. Whatever the scope which 
ultimately may be decided upon 
and without regard to the specific 
procedures which may be selected 
within that scope, the standards of 
planning would appear to concern 
the timeliness of the procedures and 
the orderliness of their application. 

The timeliness with which audit- 
ing procedures are undertaken con- 
cern the need—all with reference to 
the degree of internal control exist- 
ing—of simultaneous exainination, 
for example, of cash on hand and 
in banks, securities owned, bank 
loans, etc. It may involve reliance 
upon the element of surprise, the 
need of establishing control over 
assets readily negotiable, effective 
coordination of various phases of 
audit work and the establishment 
of a proper cut-off at a date other 
than the effective date of the 
examination. 

The need of orderliness with 
which procedures are carried out is 
apparent in the application of the 
accepted auditing procedures of in- 
ventory observation and inventory 
testing. Proper preliminary review 
of proposed inventory procedures, 
as planned by the company, is 
essential for this purpose as is 
proper coordination of the receipt 
and shipment of goods and of goods 
on consignment, etc., with the books 
of account and with the physical 
inventories. 
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Materiality and Relative Risk: 

Perhaps two of the most funda- 
mental of the circumstances bearing 
upon the adequacy of planning in 
any situation are the existing de- 
grees of materiality and relative 
risk. Here we encounter a mutu- 
ality in terms which defies separate 
consideration. For present pur- 
poses it is doubtful if materiality 
has any practicable meaning apart 
from risk and relative risk is a mere 
academic concept when not accom- 
panied by materiality. 

It follows that materiality and 
relative risk are primary factors not 
only as to the engagement as a 
whole but also as to the various 
assets, liabilities and other items 
which are to be _ substantiated. 
Cash and those assets which are 
readily convertible into cash neces- 
sitate audit procedures which differ 
from those properly applied to other 
assets not having the same charac- 
teristics as, for example, plant. 
Much has been written concerning 
the auditor’s responsibility for dis- 
covery of defalcations and other 
irregularities. It seems fairly well 
established that his responsibility 
depends to a large extent upon the 
nature of the examination which he 
is making. It has been affirmed that 
so-called balance sheet examina- 
tions are not undertaken for the 
purpose of discovering irregulari- 
ties. Although the auditor may be 
able to establish a background 
which may result in legal support 
for that point of view, he will, if 


prudent, and notwithstanding his 
own convictions on the question, 
give thought to the relative risk of 
misstatements through undisclosed 
irregularities involving liquid assets. 
Again, the relative possibilities of 
substitution of similar or identical 
types of assets must be weighed by 
the auditor. For this reason, as 
previously pointed out, he makes 
sure that negotiable securities and 
the like are under his control at the 
time he is substantiating cash. 
One of the characteristics of 
accounts receivable in certain types 
of businesses, as, for example, 
public utilities, is the existence of 
a relatively large number of ac- 
counts arising from residential ser- 
vice. Ordinarily, the balance in any 
individual account is trivial. The 
risk of material error is manifestly 
much less than in those cases where 
the total accounts receivable are 
represented by relatively few ac- 
counts having large individual 
balances. Accordingly, circulariza- 
tion of consumers in public utility 
examinations is undertaken as a 
test upon the functioning of the 
internal control of the company 
rather than as a check upon the 
client’s representations as to the 
authenticity of the accounts. Thus, 
materiality has a very direct bear- 
ing upon risk. Those matters which 
could be most material necessarily 
require the greatest degree of cer- 
tainty. This does not necessarily 
mean that the most material items 
will require the greatest expendi- 
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ture of audit time nor, conversely, 
that the least material items can be 
substantiated most quickly. It 
often happens that the auditor is 
confronted with a condition in 
which the exercise of due care makes 
necessary an extended program of 
work which, superficially, seems 
out of all proportion to the amount 
of money involved. 

It is standard procedure for de- 
partment stores and other retail 
establishments to deliver merchan- 
dise to customers without requiring 
receipts evidencing such delivery. 
This procedure leaves the seller 
very little useful evidence which 
he could produce to defeat claims 
of nondelivery. Such practices are 
not the results of oversight but 
result from an election to assume a 
calculated risk. The effort and 
expense involved in alternative pro- 
cedures, which are more satis- 
factory from the point of view of 
protection, have been determined 
to be excessive and out of pro- 
portion to the economic benefits to 
be gained by their adoption. 

It is one thing for establishments 
of the kind mentioned to forego full 
protection based upon consideration 
of the expense attaching to alterna- 
tive procedures. It is quite another 
for the auditor to base his judg- 
ment on the same factors. It is 
exceedingly doubtful that the 
failure by an auditor to undertake 
a required procedure can ever be 
excused solely on the grounds that 
“it cost too much.” Nevertheless, 


one of the circumstances which may 
be justifiably considered in deter- 
mining “‘required’”’ procedures is the 
economic factor of expense in- 
volved, particularly when this factor 
is properly evaluated in relation to 
the elements of risk and materiality. 

Observation of material amounts 
of inventories in many examinations 
might well be required procedure 
even though the inventories be 
located at points which are difficult 
and costly to reach. On the other 
hand, the procedure of observation, 
inspection or counting should not 
be applied blindly to all inventories 
wherever located. The auditor, in 
establishing his program and de- 
ciding upon the points at which that 
procedure should be applied, prop- 
erly may consider the element of 
expense. In general, the factor of 
expense should be considered in 
selecting one of several alternate 
procedures but should not be relied 
upon to justify failure to obtain 
reasonable grounds for an opinion. 
The auditor cannot afford the 
luxury of calculated risks! 


EVALUATION OF INTERNAL 
CONTROL 


It is recognized that the auditor, 
in formulating his program, is en- 
titled to give appropriate weight to 
the degree of internal control in 
force. The function of internal 
control is to provide some measure 
of assurance that errors, intentional 
or otherwise, and irregularities may 
be discovered with reasonable 














Standards for Field Work 5 





promptness, thus minimizing risk. 
Adequate evaluation of a system 
of internal control requires not only 
a knowledge of the procedures and 
methods in use and an understand- 
ing of their function and limitations 
but also a reasonable degree of as- 
surance that the procedures actually 
are in use and operating as planned. 

The review of internal control is 
one of the most important of the 
steps in proper planning of the 
audit and must not be casually 
undertaken or carelessly performed. 
Insofar as the circumstances permit, 
the auditor must independently 
develop a personal knowledge of 
procedures and methods in use. A 
systematic and clear record should 
be made of the facts developed by 
the review. In his record, the 
prudent auditor will make a clear 
distinction between those facts 
which he has independently estab- 
lished and those which, by force 
of circumstances, he has accepted 
based upon oral representations. 

Assurance that the internal con- 
trol is functioning as planned should 
be obtained as the audit procedures 
adopted are applied. For this 
reason many auditors prefer not to 
make a separate task of evaluating 
the internal control as a whole but 
rather to make their review of the 
controls applicable to the various 
assets, etc., while the related ac- 
counts are being audited. This cor- 
related approach makes it possible 
to amend the program of audit to 
suit prevailing conditions. 


One approach frequently em- 
ployed in checking on the efficiency 
of the system of internal control is 
by tests made in relation to par- 
ticular accounts and records. For 
example, certain expense accounts 
may be selected and an assistant 
instructed to procure and examine 
all of the evidence supporting the 
entries in such expense accounts 
for a stated period or, to use 
another illustration, one of the 
books of original entry for a selected 
period may be subject to detailed 
examination. Extensive insight into 
a system of control also can be 
obtained by investigating a series 
of related transactions. Accord- 
ingly, an approach under which all 
phases of one class of transaction 
are subjected to tests is especially 
rewarding. For example, review of 
the data supporting the various 
steps resulting from a requisition 
for materials, including the prepara- 
tion of the purchase order, the 
record of the receipt of the material, 
the approval of the voucher for pay- 
ment, payment therefor and the 
entering of the related entries in 
the books of account is usually more 
revealing than the examination of 
vouchers or checks for a specified 
period of time. 

Where an internal auditing de- 
partment exists the independent 
auditor very properly accords that 
fact appropriate weight in selecting 
and applying his auditing pro- 
cedures. The advantages of strong 
internal auditing departments are 
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becoming better recognized by 
many organizations of sufficient 
size to warrant interest in the sub- 
ject. The tremendous expansion of 
volume and collateral details during 
the war, the shortage of trained 
clerical and other help and other 
circumstances accelerated the 
growth of interest in internal audit- 
ing. It reasonably may be expected 
that many organizations which, 
prior to the war, had no such de- 
partments will continue those 
created during the war on a scale 
commensurate with post-war con- 
ditions. For this reason, it may be 
appropriate to repeat the word of 
caution which appeared in State- 
ment No. 2 issued by the Com- 
mittee on Auditing Procedure in 
December, 1939 from which the 
following is quoted: 


Internal auditing departments are an 
important part of the system of internal 
check and control, particularly where a 
concern has numerous plants or offices. 
The work of the internal auditor reduces the 
volume of testing and checking required of 
the independent auditor. However, the 
objectives, purposes, and points of emphasis 
of the two are by no means parallel. An 
internal audit stresses particularly the 
accuracy of the bookkeeping records, the 
fact that they conform with standard ac- 
counting procedures of the concern, and the 
discovery of irregularities and possible 
shortages. The independent auditor also 


has these matters in mind but they are not 
his primary objective. He concerns himself 
more particularly with the soundness of the 
judgments of the management as reflected 
in the financial statements and their con- 
formity with generally accepted accounting 
Furthermore, 


principles and conventions. 


one of the safeguards of an independent 
audit is the fact that it is made by those 
independent of the concern under examina- 
tion. For the reasons stated, an internal 
audit, however efficient, cannot be con- 
sidered as a substitute for the work of the 
independent auditor. 


COMPETENCE OF EVIDENTIAL 
MATTER 


The bulk of an auditor’s work in 
obtaining information upon which 
he may base his opinions is in the 
examination of accounting evidence. 
The test of the validity of such 
evidence lies in the experience and 
judgment of the auditor; in this 
respect it differs from legal evidence 
which is circumscribed by rigid 
rules. In appraising the value of 
available evidence, the auditor must 
consider its historical background. 
Information which is developed as 
a matter of routine ordinarily may 
be accorded more reliance than 
might attach to casual memoranda. 

Unless the auditor has an under- 
standing of the system of account- 
ing methods and procedures which 
are used by his client he cannot 
have a very clear idea of the 
character of supporting evidence 
which may be available for his 
review. Under such circumstances, 
although he may be embarrassed, 
he should not be astonished if 
written evidence is later produced 
to refute oral evidence on which he 
has relied. 

To discharge the requirements of 
due care, the auditor must defer the 
selection of his procedures until he 
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has obtained a dependable under- 
standing of the available evidence 
and—of equal importance—formed 
some judgment as to its reliability. 
Although he does not profess to be 
an expert on forgeries, the auditor 
must be alert to recognize incon- 
sistencies and apparent alterations 
which would reflect upon the value 
of the data. 

For convenience, accounting evi- 
dence may be divided into two 
primary categories. The first would 
include data available internally, or 
within the client organization. The 
second would embrace the type of 
evidence developed outside the 
sphere of normal organization 
records and routines. 

Examples of internal evidence 
would be the books of account and 
all of the collateral memoranda and 
documents incidental to and sup- 
porting recorded transactions, such 
as journal entries, checks, vouchers, 
invoices, bank statements, contracts 
and minutes of board meetings. 
The auditor’s examination of the 
internal evidential matter is accom- 
plished through his tests. There is 
no magic formula by which a proper 
degree of testing may be established 
any more than there is a uniformly 
satisfactory method of selecting the 
audit procedures which are appro- 
priate. Tests made haphazardly are 
without significance and will be of 
little comfort to the auditor who is 
called upon to demonstrate that he 
has exercised due care in his exami- 
nation. The objective of testing is 


to determine whether reliance may 
be placed upon the client’s repre- 
sentations as expressed in the books 
of account and financial statements. 
The appropriate degree of test will 
be that which may reasonably be 
relied upon to bring to light errors 
in about the same proportion as 
would exist in the whole of the 
record being tested. 

External evidential matter would 
include corroborative testimony de- 
veloped by the auditor as, for 
example: 


(a) Confirmations requested from 
external sources; 


(b) Inspection or observation by the 
auditor of the physical existence 
of assets; 


(c) Inquiries directed by the auditor 
to various officials and em- 
ployees in connection with re- 
quired liability certificates, etc. 


A brief reference to these proce- 
dures will assist in a comprehension 
of this phase of the subject. 


Confirmations: 


Substantiation of material 
amounts of cash on deposit requires 
the obtaining of direct confirma- 
tions from the depositary. Deter- 
mination of both the bona fides of 
the depositary and the availability 
of the cash balances are inherent in 
a proper procedure. Examination 
of receivables requires direct com- 
munication with debtors where such 
procedure is practicable and reason- 
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able, the method and extent thereof 
being dependent upon the circum- 
stances. Where securities and por- 
tions of inventories are held by out- 
side custodians, confirmations ob- 
tained from custodians are value- 
less unless there is reasonable evi- 
dence of the bona fides of the 
custodians. Liabilities to banks, 
trustees, and mortgagees (and to 
others where deemed necessary in 
the circumstances) require con- 
firmation by direct communication 
with the creditors; likewise, out- 
standing stocks and bonds are con- 
firmable by communication with 
registrars and/or transfer agents 
where such exist. 

The observance of proper 
standards in this respect would in- 
clude due regard to the end to be 
served by the confirmation re- 
quested. Two examples may be 
given to illustrate the thought: 

(1) In a question of whether re- 
ceivables should be confirmed by 
positive or negative confirmations, 
there is no justification for reliance 
upon a non-response to a negative 
confirmation where, equally, no re- 
sponse was to be expected to a 
positive confirmation. During the 
war, amounts receivable from the 
United States Government were 
found to be not susceptible of con- 
firmation because government 
agencies declined to confirm. In 
such situations a negative confirma- 
tion would not be a purposeful use 
of the confirmation procedure. 
Similar instances may well confront 


the auditor in attempted requests 
from certain large suppliers. 

(2) In the case of confirmation 
requests covering receivables on the 
one hand and payables on the other, 
there is a significant difference to 
be considered. In the case of re- 
ceivables, where the asset may be 
claimed as being stated at least 
in its entirety (the objective of 
confirmation being the possible 
decrease of the claimed asset), the 
confirmation procedure may be ex- 
pected to serve its legitimate 
purpose. This is not true, however, 
in the case of the payables; even a 
100 per cent confirmation of all 
recorded payables may prove 
nothing with regard to the sub- 
stantial omission from the books 
of a liability that was not recorded 
but should have been. As a proper 
standard for observance, therefore, 
the auditor should not accord the 
same conclusiveness to confirmation 
of payables as he would to con- 
firmation of receivables. 


Inspection or Observation: 


Inspection or observation adds 
conclusiveness to the substantiation 
of cash and securities on hand and 
inventories on the premises. Mate- 
riality of amounts and the practi- 
cability and reasonability of appli- 
cation of the procedure are factors 
which demand careful judgment as 
they are determinants of the steps 
which may be applicable under the 
circumstances. 

(Continued on page 27) 
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Dividend Policies in View of Section 102 
of the Internal Revenue Code* 


By Mark E. RICHARDSON 


It seems axiomatic, under what 
we proudly term “the American 
way of life’’ that small businesses 
should be fostered in their desire to 
grow through the retention of earn- 
ings. It seems just as axiomatic 
that “big business” needs to protect 
itself against the low side of the 
business cycle and to plan for the 
future by providing for replacement 
and expansion of facilities. 

Because of lack of understanding 
of the implications of Code section 
102, the surtax imposed upon cor- 
porations which improperly ac- 
cumulate surplus, many companies 
are ““ham-strung”’ in their planning. 
The following is submitted in an 
effort to clarify this situation. 


Is SECTION 102 NEw AND Wuat Is 
ITs PURPOSE? 


To many, problems in connection 
with the possible application of 
section 102 are not new. To others, 
possibly those whose business was 
not as profitable in past years as at 
present, all of the interest and dis- 
cussion indicates something new or 
different in tax law. 

The history of section 102 or 
provisions corresponding thereto 





*A paper presented by Mr. Richardson on 
November 15, 1946, at the New York 
University Institute on Federal Taxation. 


goes back to the Revenue Act of 
1917. In the 1917 and 1918 Acts, 
Congress provided for the tax 
treatment, for surtax purposes, of 
corporations which were formed or 
availed of to avoid surtax on share- 
holders, as partnerships. In other 
words, when it was determined that 
a corporation was so used, its in- 
come was considered as having been 
distributed ratably to its share- 
holders and includible by them for 
surtax purposes. Serious question 
arose as to the constitutionality of 
this treatment. Therefore, in the 
1921 Act the section was rewritten 
and corresponded closely to the 
present section 102; the penal tax 
rate at that time being 25%. The 
rate was increased to 50% by the 
1924 Act and remained at that high 
level until 1934 when it was re- 
duced to the 25%-35% brackets; 
now 27144% and 384%. 

It is apparent, therefore, that the 
surtax upon corporations improper- 
ly accumulating surplus is an old 
and basic part of our tax law. 

As to the purpose of this section: 
it is doubtful if any portion of tax 
law is clearer. The Code provision, 
section 102(a), imposes the penalty 
tax: 


“ec 


. upon the net income of every cor- 
poration . . . if such corporation, however 
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created or organized, is formed or availed of 
for the purpose of preventing the imposition 
of the surtax upon its shareholders or the 
shareholders of any other corporation, 
through the medium of permitting earnings 
or profits to accumulate instead of being 
divided or distributed, . . .” 


For the penalty surtax to apply, 
the corporation must be formed or 
availed of for the forbidden pur- 
pose. Accumulation of earnings or 
profits for some other purpose, if 
such other purpose can be con- 
vincingly demonstrated, is not pro- 
hibited and will not subject a cor- 
poration to the penalty tax. 


Wuy Has THIS SECTION BECOME 
More IMPORTANT Now? 


During any period of demonstra- 
ble financial stress or uncertainty, 
a prudent business man is going to 
retain all available resources as a 
reserve or “hedge” against the 
future. During the war period and 
because of the uncertainties thereof, 
the Treasury was in no position to 
claim that any amount of retained 
earnings was unreasonable. This 
was even more true because the 
regular taxes, including the excess 
profits tax, were already making 
such a heavy cut into earnings. 
Moreover, if the company had war 
contracts subject to renegotiation 
the profits thereon were severely 
limited, and the remainder, after 
the heavy taxation had taken its 
toll, was generally in no danger of 
being challenged as an unreasonable 
accumulation. The end of the war 





terminated these uncertainties to a 
great extent. 

A further consideration making 
section 102 more to be feared now 
than in pre-war days is the fact 
that for many years prior to 1940, 
corporations had not been able to 
build up any “cushion” or reserve 
against adversity. Statistics quoted 
by many speakers indicate that, for 
the 1936-1939 period, corporations 
in the aggregate reduced their sur- 
plus on the average of $400 million 
per year, either through losses or 
the excess of dividends over earn- 
ings. The same sources state that 
for 1940 there was an increase in 
aggregate surplus of between $700 
million and $800 million. However, 
for the years 1941 through 1944, we 
are given to understand that the 
aggregate increase in corporate sur- 
plus averaged $4 billion per year. 

If these figures are anywhere near 
accurate, and if they represent a 
general condition, it is obvious that 
many corporations may have ac- 
cumulated all the surplus they can 
reasonably expect to show as needed 
reserves. 


Do DIVIDENDS HAVE To BE PAID? 


It is important to keep in mind 
that section 102 is not the same as 
an undistributed profits tax. There 
is no automatic taxation if earnings 
are not distributed. As stated in 
the opening paragraphs, there are 
many sound reasons for the reten- 
tion of earnings and when these 
reasons really exist, and are demon- 
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strable, earnings may be retained 
without tax detriment. 


In many instances, particularly 
where an individual with large 
stockholdings contemplates sale of 
his shares, the penalty surtax may 
lose its effectiveness where sufficient 
earnings are retained to cause sec- 
tion 102 to apply. This is because 
the penalty surtax rate of 2714% on 
the first $100,000 of retained earn- 
ings is so low in comparison with 
individual tax rates that the trans- 
ferring of income after section 102 
tax into a capital gain may produce 
a lower combined tax than avoid- 
ance of section 102 tax by the dis- 
tribution and payment of individual 
rates on a dividend. This circum- 
stance may be clarified by the fol- 
lowing example. 


Suppose that Company A has 
earnings of $100,000 after taxes. 
Mr. X owns all the stock of Com- 
pany A and the receipt of $100,000 
in dividends in addition to his other 
income might net him less than 
$25,000 on such dividends. In ad- 
dition, after the dividend the stock 
of Company A would be worth no 
more than at the beginning of the 
year. 


If Company A retains the 
$100,000 and is forced to pay 
$27,500 in section 102 surtax, it has 
remaining $72,500. If Mr. X sells 
his holdings of stock and is able to 
realize the increased value as a capi- 
tal gain he would retain $54,375 of 
such increase. 


Is THERE A “SAFE” PERCENTAGE 
OF EARNINGS WHICH CAN BE 
DISTRIBUTED? 

There is no particular percentage 
of earnings which under the law, 
regulations or decided cases can be 
considered as a “‘safe’’ amount of 
distribution. The so-called ‘70% 
Rule’ is one that was established by 
the Bureau solely for the guidance 
of examining agents. (T. D. 4814, 
C.B. 1939-2, 108, as amended by 
T.D. 5398, C.B. 1944, 194.) 
Whether or not the corporation 
has distributed 70 per cent of its 
earnings, the question remains, 
under the statute, whether in fact 
the corporation was formed or 
availed of for the avoidance of sur- 
tax on its shareholders. 

Where a consistent dividend 
policy, maintained over a period 
of years and providing for the dis- 
tribution of a reasonable propor- 
tion of earnings can be shown, ad- 
herence to such a policy may, in 
many cases, be a reasonably safe 
procedure. Unfortunately, how- 
ever, other factors change so ma- 
terially from year to year that the 
consistency of the dividend policy 
may be overshadowed by changing 
conditions as to availability of 
equipment, volumeor nature of busi- 
ness, change in type of product, etc. 


DoES THE LAW PuT A HEAVY 
BURDEN OF PROOF ON THE 
TAXPAYER? 

Because of the particular wording 
of section 102, the presumptive cor- 
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rectness which attaches to the find- 
ings of the Commissioner becomes 
even more burdensome than usual 
to overcome. 

The Code language is as follows: 


CODE. Section 102. (b) The fact 
that any corporation is a mere holding or 
investment company shall be prima facie 
evidence of a purpose to avoid surtax upon 
shareholders. 


(c) The fact that the earnings or profits 
of a corporation are permitted to accumu- 
late beyond the reasonable needs of the 
business shall be determinative of the pur- 
pose to avoid surtax upon shareholders 
unless the corporation by the clear pre- 
ponderance of the evidence shall prove to 
the contrary. 





By statute, therefore, if the cor- 
poration is a mere holding or invest- 
ment company it usually encounters 
an almost insurmountable obstacle. 
Similarly, if the Commissioner de- 
termines as a fact that earnings or 
profits were permitted to accumu- 
late beyond the reasonable needs 
of the business, section 102(c) 
makes the burden of proof more 
difficult. The difficulty of over- 
coming the presumptions of section 
102(b) and (c) is nowhere more 
clearly illustrated than in Helvering 
v. Chicago Stock Yards Co. (318 
U. S. 693, rev’g 129 F. (2d) 937, 
which had vacated and remanded 
41 B.T.A. 590.) At trial before the 
Board, the taxpayer had shown 
material business needs for the 
accumulation of surplus unrelated 
to the avoidance of surtax, but the 
Board held that, despite the force- 
ful arguments presented, the tax- 





payer had }failed"to“overcome the 
Treasury’s determination. The First 
Circuit reversed the Board, holding 
that it improperly evaluated the 
needs of the business. The Supreme 
Court, however, reversed the First 
Circuit and held that the Board 
was free to conclude, from the evi- 
dence, that avoidance of surtax was 
the purpose of the accumulation. 

Since the decision of the Supreme 
Court in the Dobson case (Dobson 
v. Com’r, 320 U. S. 489), which 
ruled forcibly upon the finality of 
findings of fact by the Tax Court, 
it is doubtful that appeal from a 
Tax Court decision in a section 102 
case would be productive of any- 
thing but disillusionment. 

As previously stated, the Code 
makes the fact that a corporation 
is a mere holding or investment 
company prima facie evidence of 
a purpose to avoid surtax. The 
meaning of these terms is therefore 
of great importance. The regula- 
tions provide: 


REGULATION. A corporation hav- 
ing practically no activities except holding 
property, and collecting the income there- 
from or investing therein, shall be considered 
a holding company within the meaning of 
section 102. If the activities further include, 
or consist substantially of, buying and sell- 
ing stocks, securities, real estate, or other 
investment property (whether upon an out- 
right or a marginal basis) so that the income 
is derived not only from the investment 
yield but also from profits upon market 
fluctuations, the corporation shall be con- 
sidered an investment company within the 
meaning of section 102. (Sec. 29.102-2, 
Reg. 111.) 
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The meaning as set forth in the 
foregoing regulations has been ap- 
proved and applied by the courts. 
(United Business Corp. v. Com’r, 
62 F. (2d) 754, aff’g 19 B.T.A. 809; 
Stanton Corp., 44 B.T.A. 56, aff'd 
138 F. (2d) 512.) The interpreta- 
tion by the regulations is so clear 
and logical that few questions arise 
thereunder. 

It should be clearly understood 
that while the Code provision 
makes the existence as a mere hold- 
ing or investment company prima 
facie evidence of the prohibited 
purpose, such provision does not 
preclude the taxpayer from sub- 
mitting proof in rebuttal of the 
prima facie evidence. 


WHAT ARE THE FACTORS THAT IN- 
DICATE THAT EARNINGS MAY 
BE RETAINED? 


While the reasons for the accu- 
mulation of earnings will vary 
materially between companies, cer- 
tain types or classes will be gener- 
ally applicable. The regulations 
recognize certain of these general 
purposes. 


REGULATION. Undistributed in- 
come is properly accumulated if retained 
for working capital needed by the business; 
or if invested in additions to plant reason- 
ably required by the business; or if in ac- 
cordance with contract obligations placed 
to the credit of a sinking fund for the pur- 
pose of retiring bonds issued by the corpo- 
ation. (Sec. 29.102-3, Reg. 111.) 


Accumulation for specific reasons 
has been held decisive in numerous 


cases. These may be summarized 
as follows: 

Earnings may properly be accu- 
mulated for modernization of plant 
and equipment, for advertising 
campaigns and for the development 
of new products. (Lane Drug Co., 
T.C. Memo. Apr. 26, 1944.) The 
effect of the war on foreign business 
may well require the retention of 
earnings in the case of corporations 
doing business abroad. (Dietze & 
Co., Inc., T.C. Memo. Nov. 23, 
1942.) When earnings are retained 
for specific purposes, it is desirable 
for such use to be authorized by 
the directors, and made a matter 
of record by suitable minutes or 
otherwise at the time the decision 
is reached. Where feasible, it is 
further desirable to provide specific 
reserves in the accounts. 

Where it is demonstrable that 
additional funds will be required 
for an anticipated increase in busi- 
ness, an accumulation of funds for 
this purpose is reasonable. (Indus- 
trial Bankers Securities Corp. v. 
Higgins, 104 F. (2d) 177; Teeple 
Co., 47 B.T.A. 270 (A).) This is 
particularly true where it can be 
shown that the company has con- 
sistently followed the practice of 
paying for new plants and increased 
operational programs out of earn- 
ings. (Flint Ink Co., B.T.A. Memo. 
July 14, 1942.) 

Where a company sold exclu- 
sively to one customer, and the 
loss of that customer would necessi- 
tate removal of the company’s 
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plant and the undertaking of an 
expensive advertising campaign, 
and where increasing competition 
made the loss of the sole customer 
a possibility, retention of earnings 
as a reserve against possible needs 
was held to be reasonable. (Teeple 
Co., 47 B.T.A. 270.) 

If a corporation is threatened 
with legislation which is adverse 
to it or its industry, accumulation 
of earnings looking toward a change 
in business is reasonable. (Seaboard 
Security Co., 38 B.T.A. 560.) 

At the present time one of the 
major reasons for retention and 
accumulation of earnings might 
well be as a precaution against a 
possible violent upswing in labor 
and raw material costs. This par- 
ticular point has never been of 
apparent importance in any of the 
decided cases, but it is a vital con- 
sideration, right now, in many 
industries. The unsettled economic 
conditions during the war, which 
properly indicated the need of 
accumulation by many companies, 
are still proving to be almost as 
disturbing in attempting to resume 
peacetime activities in our indus- 
trial life. 


WHAT ARE THE FACTORS WHICH 
LEAD TO EFFORTS TO IMPOSE 
TAX UNDER SECTION 102? 


It is obvious, because of the 
statutory provisions, that a corpo- 
ration which falls within the “‘mere 
holding or investment company” 
classification will always be sub- 


jected to close scrutiny relative to 
the possible application of surtax 
under section 102. There are many 
factors, however, which if existent 
in a particular case, will result in 
similar scrutiny even though the 
company is a bona fide operating 
business concern. This is particu- 
larly true where the stock is closely 
held. 

The most important adverse fac- 
tor is probably that of loans to 
stockholders which remain unpaid 
for a long period of time. The 
regulations (Sec. 29.102-2) make 
particular reference to this situa- 
tion. The existence of such loans 
has apparently been one of the 
major decisive criteria against tax- 
payers in many decided cases, 
notably Helvering v. National Gro- 
cery Co. (30 U.S. 282); Wilson Bros. 
& Co. v. Com’r (124 F. (2d) 606); 
and Medical Arts Hospital of Dallas 
(T.C. Memo., aff'd 141 F. (2d) 
404). Large loans to stockholders 
are particularly damaging when 
made in proportions corresponding 
to stockholdings. (Christmann Ve- 
neer & Lumber Co., T.C. Memo. 
May 16, 1945.) 

Another important adverse factor 
is that of long-time investments in 
unrelated businesses or in listed 
securities. This is also commented 
upon in regulations. (Sec. 29.102-2, 
Reg. 111.) 

Where the purpose of an accumu- 
lation of surplus is one which is 
primarily for the benefit of 
particular shareholders, as, for 
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example, the acquisition of the 
company’s own stock or the invest- 
ment of funds in such manner as to 
produce income for the removal 
of certain stock restrictions, the 
accumulation has been held not to 
be reasonable. (Helvering v. Chicago 
Stock Yards Co., 318 U.S. 693; Trico 
Products Corp., 46 B.T.A. 346, 
aff'd 137 F. (2d) 424, cert. den. 
320 U.S. 799.) 


WHEN SURTAX UNDER SECTION 102 
APPLIES, WHAT IS THE INCOME 
WuIcH Is TAXED? 


The basis for tax under section 
102 is the “undistributed section 
102 net income.” This figure is the 
“net income” with certain adjust- 
ments, as follows: 

1. In the determination of net 
income, any capital loss carry-over 
or net operating loss deduction 
under section 23(s) is added back. 
These adjustments are necessary 
because of specific provisions re- 
lating to the same classifications 
which are provided for later. 

2. The regular federal income 
taxes paid or accrued for the year 
are deducted. (Section 102(d)(1) 
(A).) 

3. Contributions or gifts to 
donees described in section 23(0) 
are allowed to the extent previously 
not allowed because of the 5 per 
cent limitation. (Section 102(d) 
(1)(B).) 

4, Losses from sales or exchanges 
of capital assets are allowed without 
limitation. (Section 102(d)(1)(C).) 


5. The old “basic surtax credit” 
under section 27(b) is allowed as a 
credit with certain limitations. The 
important parts of the basic surtax 
credit are the “dividends paid” 
credit and the credit for an opera- 
ting loss from the preceding taxable 
year. (Section 102(d)(2).) 

It is important to recognize the 
difference between the regular net 
operating loss deduction (based 
upon a 2-year carry-over and 2- 
year carry-back of net operating 
losses) which is not allowed for 
section 102 purposes and the oper- 
ating loss portion of the basic 
surtax credit (based upon a l-year 
carry-over of the preceding year’s 
operating loss) which is allowed in 
arriving at undistributed section 
102 net income. 


WHAT OTHER POINTS NEED 
CONSIDERATION? 


Several other points of general 
interest need consideration in con- 
nection with section 102. 

When consolidated returns are 
filed, any review of the reasonable 
needs of the business and any 
determination of tax is made on a 
consolidated basis. (Section 23.30 
(d), Reg. 104.) However, when 
consolidated returns are not filed, 
the determination is on the basis of 
the individual company. One un- 
favorable effect of this treatment 
is the inclusion in a parent com- 
pany’s income of the full amount 
of dividends received from a sub- 
sidiary, even though such dividends 




















16 L. R. B. & M. Journal 





might represent the accumulation 
of earnings during many past years 
by such subsidiary. Furthermore, 
although the tax will be determined 
on a separate company basis, the 
available surplus of affiliated com- 
panies will be considered in con- 
nection with a review of the finan- 
cial needs of any particular 
company. 

The question sometimes arises 
as to whether dividends paid after 
the close of the taxable year can 
prevent the imposition of surtax 
under section 102. Such a pro- 
cedure, under normal circumstances, 
is good evidence that there is no 
effort to accumulate earnings and 
no effort to avoid surtax on share- 
holders. However, if tax under 
section 102 should be imposed, 
dividends so paid are not a credit 
in determining “undistributed sec- 
tion 102 net income.” 

Generally speaking, case history 
indicates that unrealized losses are 
not given proper weight in the 
consideration of section 102 appli- 
cation. In Helvering v. National 
Grocery Co. (304 U.S. 282) the 
Supreme Court stated that unrea- 
lized capital losses were evidence 
to be considered, but rejected the 
argument that, in themselves, they 
justified a failure to distribute 
earnings. The Tax Court (formerly 
the Board of Tax Appeals) has 
given some weight to this condition 
in the case of an operating company 
(Spttzner & Son, Inc., 37 B.T.A. 
511), but has generally refused to 





consider the question seriously 
when a holding or investment com- 
pany was involved (Rands, Inc., 
34 B.T.A. 1094; Nipoch Corp., 36 
B.T.A. 662). In one case (Bloffer 
& Co. v. Com’r, 103 F. (2d) 487, 
cert. den. 308 U.S. 576) surtax 
under section 102 was upheld even 
though the market value of the 
company’s assets at the end of the 
year was less than its liabilities. 


Efforts to avoid section 102 
surtax sometimes include the 
declaration of stock dividends. 


Inasmuch as a nontaxable stock 
dividend is not and should not be 
deemed a distribution of profits, 
the declaration of such a dividend 
will not free a corporation from 
the tax imposed by section 102. 
A taxable stock dividend, on the 
other hand, serves to increase the 
surtax upon the stockholder, and 
it follows that a corporation which 
distributes its earnings in this form 
cannot be held to have been availed 
of for the purpose of avoiding 
surtaxes. 


CONCLUSIONS 


A review of the foregoing com- 
ments and cited cases indicates 
that section 102 does not need to 
be, and should not be, a detriment 
to sound business planning and to 
honest, sincere efforts toward ex- 
pansion. However, the future of 
many small businesses rests in 
proper, understanding administra- 
(Continued on page 28) 
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Staff Training School 


By GEORGE N. FARRAND 
(New York Office) 


An intensive training course for 
younger members of the staff was 
held in New York City during the 
months of September and October. 
Being an important part of the 
firm’s postwar plans, the course 
marked the resumption of such 
training which was suspended in 
1941 due to wartime conditions. 
Staff training was commenced by 
the firm in the Philadelphia office 
shortly after World War I and was 
adopted in the New York office in 
1927. 

The current school was conducted 
by the author in a classroom made 
available by one of the local 
universities. The 36 students com- 
prising the class included 26 men 
from the New York office, 6 from 
Detroit, 2 from Cleveland, and 2 
from Pittsburgh. Ranging in age 
from 21 to 34 years, most of the 
students were college graduates 
and former service men. While 
many of the men had had several 
months of public accounting ex- 
perience and some had had several 
years of other business experience, 
a few were without either. 

As in prior years, the primary 
purpose of the school was to ac- 
quaint the students with the 
techniques and practical problems 
involved in current public account- 


ing practice. While the chief em- 
phasis was on the technical aspects 
of auditing, consideration also was 
given to the broader aspects of 
public accounting, such as pro- 
fessional ethics, relations with cli- 
ents, and institutional matters. In 
view of the serious dearth of 
persons entering the profession dur- 
ing the war years and the relatively 
advanced age and backgrounds of 
the students, the curriculum and 
general direction of the school were 
naturally set at a more advanced 
level than in normal years. 

The program of instruction fol- 
lowed in the school comprised the 
following basic features, each of 
which is discussed hereinafter: 


. Audit practice case 

. Lectures 

. Talks by students 
C.P.A. examinations 

. Mathematical problems 
. Reference material 

. Business machines. 


NOoRwnNe 


The audit practice case used was 
one of the recognized published 
work sets which provides for the 
making of a balance sheet audit 
of an industrial concern on the 
basis of an assumed set of facts. 
The work material included a 
complete set of books of account, 
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checks, vouchers, invoices, and 
other pertinent documents; infor- 
mation as to the accounting pro- 
cedures and internal control of the 
client; instructions to the student; 
and copies of the accountant’s 
working papers and report relating 
to the prior year’s examination. 
Each student was required to make 
the audit contemplated in this case 
and to render a long-form report 
thereon. The working of this prac- 
tice case, together with the supple- 
mentary comments and discussion 
thereon in class, was designed to 
give the student practical experi- 
ence in the performance of an 
audit, including inquiry into the 
system of internal control, the 
development of an audit program, 
the carrying out of various audit 
techniques, and preparing a report 
on the examination. 

Lectures were given by the 
instructor, supervisors on the New 
York office staff and by New York 
partners of the firm. The instruc- 
tor’s lectures were informal in 
nature and represented explanatory 
discussion of the audit practice 
case and other work being per- 
formed by the students, implemen- 
tation of talks by the students and 
others, and the presentation of 
outside material of interest to 
public accountants. 

There were 21 lectures by mem- 
bers of the staff, dealing with: audit 
procedures applicable to specific 
phases of an engagement, the ad- 
ministration of an audit, inquiry 


into internal control, audit pro- 
grams, income and social security 
taxes, relations with clients, and 
special problems relating to par- 
ticular types of engagements. The 
latter included banks and brokerage 
houses, non-profit institutions, pub- 
lic utilities, investment companies, 
retail establishments, and mining 
companies. These lectures, which 
comprised approximately an hour 
of presentation and a half hour 
question period, gave the students 
very practical information direct 
from the field. 

Five partners, including Colonel 
Montgomery, made appearances 
before the school. They discussed 
such matters as professional ethics, 
public accounting as a career, and 
the work of the technical commit- 
tees of the Institute, and answered 
many questions raised by the stu- 
dents. These talks by partners were 
most stimulating and informative. 

With the dual purpose of giving 
the students experience in talking 
before a group and of providing 
the opportunity for research into 
and discussion of technical matters, 
each student was‘ required to read 
a portion of Montgomery’s Axdit- 
ing Theory and Practice and to 
make a report thereon to the class 
in the form of a ten-minute talk. 
Following each talk, the speaker 
answered questions and led a dis- 
cussion on the subject matter. 
These talks uncovered considerable 
speaking talent among the younger 
members of the staff. 
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The class undertook to solve the 
problems and answer the questions 
set forth in the American Institute’s 
uniform certified public accountant 
examination for May, 1946. Each 
problem or question was then dis- 
cussed in class. Reference also 
was made to questions asked in 
examinations in other years. 

The students were given practice 
in addition by the use of problems 
of varying complexity involving 
down and crossfootings of several 
columns of figures. A record of the 
time each man required to solve 
the problems indicated continued 
improvement in speed and ac- 
curacy. Other mathematical prob- 
lems worked in class related to 
foreign exchange, interest, inven- 
tory quantity conversions and price 
extensions, unexpired insurance, 
average balance of account, and 
profit-sharing bonus determina- 
tions. 

Required reference reading in- 
cluded Contemporary Accounting, 
the Institute’s refresher course, 
Montgomery’s Auditing Theory and 
Practice, Examination of Financial 
Statements by Independent Public 
Accountants, and Extensions of 
Auditing Procedure. Other refer- 
ence material which comprised the 
school library included published 
financial statements, accounting 
and auditing bulletins of the Insti- 
tute, S.E.C. Accounting Series and 
other pertinent releases, The 
Journal of Accountancy and other 
accounting periodicals, books on 


the duties of the junior and senior 
accountant, and text books and 
published papers on accounting and 
auditing. Reference also was made 
to actual working papers, audit 
programs, reports and _ technical 
bulletins of the firm. 

In order to familiarize the stu- 
dents with the uses and operation 
of mechanical business machines, 
visits were made to the offices of 
International Business Machines 
Corporation and Monroe Calcu- 
lating Machine Company as well 
as to the Business Show. The class 
also attended a meeting of the New 
York State Society of Certified 
Public Accountants. 

Since many of the various phases 
of the curriculum were inter-related, 
an attempt was made to coordinate 
the various phases wherever pos- 
sible. For instance, the firm’s 
standard form of questionnaire on 
internal control was applied to the 
facts set forth in the audit practice 
set. Also, the audit program out- 
lined in the set was amplified in 
the light of present generally ac- 
cepted auditing standards and 
specific audit procedures followed 
by the firm. To assist the students 
in the preparation of their reports 
on the practice set, several long 
form reports were made available 
for their inspection. 

The compressing of such a broad 
curriculum into the short space of 
eight weeks necessarily placed some 
limitation on the effectiveness of an 

(Continued on page 27) 
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A Rare Gift 


Epitor’s Note: On July 1, 1946 Mr. Ross presented his collection of rare Bibles to 


the University of Pennsylvania Library. 


A description of the collection appeared in 


The Pennsylvania Gazette, published by the University of Pennsylvania, and is repro- 


duced below. 


More than one hundred Bibles, 
said to form one of the finest private 
collections of its kind, were pre- 
sented to the University on July 1 
by T. Edward Ross, of Ardmore, 
during a brief ceremony in the 
University Library. 

The collection was acquired by 
Ross over a period of twenty-five 
years because of his interest in the 
development of the English Bible. 
It was given to the University in 
memory of his stepson, Lucian 
Bonaparte Carpenter, who died on 
January 24, this year. 

Carpenter, whose home was in 
Berwyn, was graduated from the 
Law School of the University in 
1926 and was a member of a law 
firm in Philadelphia. He held a 
Bachelor of Arts degree from 
Princeton University and studied 
also at Harvard. 

Three rare, illuminated manu- 
script Bibles of the fourteenth cen- 
tury are the earliest volumes in 
the collection. Two in Latin are 
of French and Anglo-Norman ori- 
gin. The third in English contains 
the complete Wycliffe translation 
of the New Testament. 

There is an excellent copy of the 
rare second edition of William 
Tyndale’s translation of the New 
Testament into English which was 





published in Antwerp in 1534. 
Another rare item is a first edition 
of the Miles Coverdale translation 
of the complete Bible. The latter 
did not appear in print until 1535. 

Both the Matthew Bible of 1537 
and Cranmer edition of April, 1540, 
are included. These two volumes 
received official approval for use in 
churches, the Matthew or Crom- 
well edition being superseded by 
the Cranmer or Coverdale when 
Thomas Cromwell lost favor and 
was beheaded. 

The Bishop’s Bible (1568) is 
represented by an unusually fine 
copy of this handsome folio. This 
book was a great contribution to 
scholarship but is commonly known 
for its explanatory note: “Ophir 
is thought to be the Ilande in the 
West Coast, of late founde bye 
Christopher Colombo, fro whence 
at this day is brought most fine 
golde.” 

A first edition of the “Geneva 
Bible’”’ (1560) shows the first print- 
ing of the Bible in Roman type, and 
also the first use of the verse divi- 
sions in which practically all Bibles 
are printed today. 

Both the first and second issues 
of the beautiful first edition of the 
King James version (1611) are in- 

(Continued on page 28) 
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The purpose of this journal is to communicate to every member of the staff and office 


we 





plans and accomplishments of the firm; to provide a medium for the exchange of 
suggestions and ideas for improvement; to encourage and maintain a proper spirit 
of cooperation and interest, and to help in the solution of common problems. 
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Private Enterprise 


We have heard much these last 
few years of the virtues of a politi- 
cally managed economy, and many 
of our Washington bureaucrats 
have tried hard to make us believe 
that the system of private enter- 
prise which gave this country the 
highest standard of living the 
world has ever known is outmoded. 
An interesting appraisal of what 
our system has accomplished is 


contained in the following remarks 
by the editor of the London 


Sphere: 


The U.S. has 6% of the world’s area 


and 7% of its people. 


It has 60% of the 


telephones, 80% of the motor cars, 35% of 
the world’s railroads. It produces 70% of 
the world’s oil, 60% of wheat and cotton, 
50% of copper and pig iron, 40% of coal 
and lead. It has eleven billion dollars in 
gold. It has two-thirds of the world’s bank- 
ing resources. The purchasing power of its 
people is greater than that of all the people 
of Europe or all the people of Asia. Re- 
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sponsible leadership which cannot translate 
such a bulging economy into an assured 
prosperity is destitute of capacity. But 
pompous statesmen looking over the estate 
solemnly declare that the methods by which 
it was created are all wrong, ought to be 
abandoned, must be discarded, and that the 
time has come to substitute political man- 
agement for individual initiative and super- 
vision. There is only one way to charac- 
terize that proposal and that is as just 
damn foolishness. 


Surely this is a record of which 
we can be proud. Mistakes un- 
doubtedly have been made, and 
possibly the human equation in 
business relationships did not al- 
ways receive adequate attention 
and recognition. But these factors 
can and should be corrected within 
the framework of the system which 
made America great. To do other- 
wise is unthinkable! 





Firm Meeting 


With the war ended, it was 
anticipated that we could resume 
this year the holding of a firm 
meeting similar to those enjoyed 
before the war. Plans were made 
to have a three day meeting of 
partners, managers and supervisors 
just prior to the annual meeting of 
the American Institute of Account- 
ants in New York. With the 
scheduling of the United Nations 
meeting in that city, the shortage 
of hotel accommodations made it 
necessary to transfer the Institute 
meeting to Atlantic City. For the 
same reason, it was decided that 
our plans for the firm meeting 


would have to be abandoned for 
this year. 

This decision was arrived at 
reluctantly and with a keen sense 
of disappointment. However, we 
have every hope and expectation 
that next year will witness the 
resumption of those delightful 
meetings of former years. 


Quarter Century Club 


The list of those members of our 
staff who have completed twenty- 
five years of service with the firm 
continues to expand. 

On July 23, at a dinner at the 
Pelham Country Club attended 
by partners and many members of 
the New York staff, the following 
staff members were presented with 
appropriately inscribed gold watches 
to commemorate their twenty-five 
years of association with the firm: 


Edwin M. Bush 
Harry O. Leete 
Henry P. Schlichtmann 


On January 13, 1946, Mr. John 
M. Carson completed a quarter 
century of service with our Phila- 
delphia office. Mr. Carson also 
was the recipient of a gold watch 
suitably engraved to commemorate 
the occasion. 

Experience is practically a sine 
qua non in the accounting profes- 
sion, and the faithfulness, com- 
petency and experience of our 
“Quarter Century” men have 
played a large part in the firm’s 
development. 


{ 














Notes 23 





Notes 


Rubin W. Houghton, a member 
of our Cincinnati staff since De- 
cember, 1929, died suddenly August 
9, 1946 as a result of a fall at his 
home. ‘“‘Rube,’”’ as he was affec- 
tionately known, possessed loyalty, 
enthusiasm and friendliness to an 
unusual degree. He will be sorely 
missed by many of our clients and 
by his many friends and associates. 





Announcement 


Mr. James P. Allen has been 
appointed manager of the Atlanta 
office, succeeding Mr. Stephen B. 
Ives, who has decided not to return 
to public practice. 

Mr. William P. Crouch, for- 
merly of our Louisville office, has 
been appointed manager of the 
Houston office, succeeding Mr. Ben 
E. Becker, who returns to the 
Dallas office to assist in the man- 
agement of that office. 

The fifty-ninth annual meeting 
of the American Institute of Ac- 
countants, held in Atlantic City 
from September 30 to October 3, 
was attended by a number of our 
partners and staff members. One 
of the sessions was devoted to a 
commemoration of the fiftieth anni- 
versary of the enactment by New 
York in 1896 of the first C.P.A. 





law. Mr. Sinclair, as President of 
the New York State Society of 
Certified Public Accountants, spoke 
on “‘The Certified Public Account- 
ant on the Threshold of His Second 
Half Century.” Following this 
address, Col. Montgomery pre- 
sented, on behalf of the officers and 
members of the American Institute 
of Accountants, of which he is a 
past president, an illuminated scroll 
commemorating the occasion. The 
scroll was accepted for the New 
York Society by Mr. Sinclair. 

Our firm also was well repre- 
sented in the list of speakers at 
the technical sessions. Mr. Jen- 
nings, a member of the Institute’s 
committee on auditing procedure, 
presented a paper on “Standards 
for Field Work,’’ which appears 
in another section of this issue of 
the JOURNAL. 

Mr. Richardson, a member of 
the Institute’s committee on fed- 
eral taxation, was on the panel 
of experts designated to answer 
important tax questions in an 
“Information Please’ type of pro- 
gram. 

Mr. A. R. Kassander, of our 
New York staff, and a member 
of the Institute’s committee on 
accounting machinery, spoke on 
the subject ‘‘ Verification of Manu- 
facturing Costs and Work in 
Process Inventory as Recorded 
under the Punched Card Method.” 
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Twenty-five Years of Service 


On September 19, 1946, Miss 
Madeline C. Moesinger, secretary 
to Mr. Pugh and Mr. Hood, com- 
pleted twenty-five years of service 
in the Philadelphia office. As a 
token of appreciation, the firm 
presented her with a_ beautiful 
wrist watch, suitably engraved. 
We hope her association with the 
firm may continue for many more 
years, and wish her all health and 
happiness. 


Mr. Dennis recently spoke at 
a meeting of the Cincinnati Chapter 
of Credit Men on the subject 
“‘Some Advantages and Disadvan- 
tages from a Tax Standpoint in 
Doing Business as a Partnership 
or Corporation.” 


Mr. Richardson spoke on 
“Recent Developments in Federal 
Taxation” on October 25 at the 
seventh annual Symposium on 
Accounting and Taxation spon- 
sored by the North Carolina 
Association of Certified Public 
Accountants in cooperation with 
The University of North Carolina 
and Duke University. 

On November 1, Mr. Richardson 
addressed The Fifth Annual Insti- 
tute on Federal Taxation, spon- 
sored by Rhode Island State Col- 
lege, on the subject ‘‘ Unreasonable 
Accumulation of Surplus (Section 
102).” 


Mr. M. J. Boedeker, of our Los 
Angeles office, discussed Account- 
ing Research Bulletin No. 23 before 
the May 27th meeting of the Los 
Angeles Chapter of the California 
Society of Certified Public Ac- 
countants, and spoke on “Cost 
Accounting—A Tool of Manage- 
ment” before the second annual 
joint conference of Los Angeles 
and San Diego Chapters of the 
National Office Management Asso- 
ciation on June 17th. 

Mr. Boedeker also addressed the 
Los Angeles Chapter of the 
National Association of Cost Ac- 
countants on October 15, on the 
subject “Case Study of Cost 
Problems.” 


Mr. Raymond G. Ankers, of our 
New York staff, addressed the 
annual meeting of the American 
Accounting Association in Chicago 
on September 6, his subject being 
“College Education as a Require- 
ment for Public Accountants in 
New York,” from the point of 
view of the practitioner. 

Mr. Halloran has been elected 
President of the Kentucky Society 
of Certified Public Accountants. 

Mr. Walter G. Draewell, of our 
San Francisco staff, has been elected 
President of the California Society 
of Certified Public Accountants. 

Mr. C. R. Giles, also of our San 
Francisco staff, has been elected 





























a Director of the San Francisco 
Chapter of the California Society 
for one year. 


Mr. Richardson has been ap- 
pointed a member of the Committee 
on Federal Taxation and the Com- 
mittee on Publications of the 
American Institute of Accountants 
for the year 1946-1947. Mr. Rich- 
ardson also has been appointed by 
the President of the Institute to 
serve on the National Conference 
of Lawyers and Certified Public 
Accountants. 





Our Chicago office is well repre- 
sented in committee activities of 
the Illinois Society of Certified 
Public Accountants. Mr. Miller 
is a member of the Committee on 
Membership and Admissions and 
Mr. Hawes is Chairman of the 
Committee on Nominations and 
Vice Chairman of the Committee 
on Auditing Procedures and Ac- 
counting Principles. Mr. Carl W. 
Lutz is a member of the Board of 
Directors of the Society and also 
serves on the Committee on Legis- 
lation; Mr. A. H. Degener is Vice 
Chairman of the Budget Com- 
mittee and is also a member of the 
Committee on Taxation; Mr. Wil- 
liam D. Buge is Vice Chairman of 
the Committee on Cooperation 
with Bankers; and Mr. C. W. 
Schelb is a member of the Com- 
mittee on Education. 

Mr. Dennis has been elected to 
the Board of Directors of the Ohio 


Society of Certified Public Ac- 
countants for the term of one year, 
and Mr. Charles L. Schmidt, of 
our Cincinnati staff, has been 
elected Vice President of the Cin- 
cinnati Chapter of the Ohio Society 
for the coming year. 

Mr. Philip Bardes, of our New 
York staff, who is a member of the 
New York Bar, is a member of the 
Committee on Publications, Section 
of Taxation, of the American Bar 
Association. 

Mr. H. G. Bowles, of our Los 
Angeles staff, was re-elected a 
director of the Los Angeles chapter 
of the National Association of Cost 
Accountants for the 1946-47 chap- 
ter year. 


Quarter Century Club 
L. R. B. & M., New York 

The annual meeting of the Quar- 
ter Century Club was held in the 
Lincoln Room of the National Re- 
publican Club, New York, on 
October 23, 1946. There were 
present eleven of the twelve mem- 
bers. Unfortunately, Ralph Grover, 
at present convalescing in Arizona, 
was unable to be present. He was 
greatly missed, however, by the 
rest of the Club who always enjoy 
his scintillating remarks on these 
occasions. Mr. Carson, represent- 
ing the firm, was present as a guest. 

Messrs. Bush, Leete and Schlicht- 
mann, new members, who had been 
guests at a dinner tendered in their 
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honor on August 16, 1946, at 
Fraunces Tavern, were officially 
welcomed into the organization. 

N. B. Bergman, the retiring 
Chairman, read a report of the 
Club’s activities during the past 
year. H. E. Bischoff and S. Stahl- 
schmidt were elected Chairman and 
Secretary, respectively, for the en- 
suing year. 

After partaking of a delicious 
dinner and the usual amount of 
banter which prevails on an occa- 
sion of this kind, the group engaged 
in a serious discussion as to ways 
and means in which the Club could 
assist in furthering the high ideals 
of the firm, e.g., by aiding the 
younger members of the staff who 
might come to them for advice. 

Modesty forbids us to compli- 
ment ourselves on the progress, if 
any, made. However, we have it on 
the authority of the only non- 
member attending (Mr. Carson) 
that he had a delightful evening 
and added: “I wish you would 
invite me again.”’ We sure will. 

—H. E. B. 

The following members of our 
organization have been elected to 
membership in the American Insti- 
tute of Accountants: 

San Franctsco: 
Henry A. Berry 
Baltimore: 
Charles V. Blum 
John A. Engel, Jr. 
New York: 
Julian R. Maher 


The following have been elected 
as associates in the Institute: 
New York: 
Fred W. Hunold 


Philadelphia: 
James E. Gelbert 


Mr. Fred W. Hunold, Mr. Ernest 
C. Leary, Mr. William Morris, and 
Mr. John C. Potter, of our New 
York staff, have been elected to 
membership in the New York State 
Society of Certified Pubiic Ac- 
countants. 

Mr. Charles H. Drewes and Mr. 
William J. McHugh, also of our 
New York staff, have been elected 
to associate membership in the 
Society. 


The following members of our 
Cleveland staff have passed the 
Ohio C.P.A. examinations and have 
received their C.P.A. certificates: 

J. A. Clarke, Jr. 
K. E. Pfeifer 
R. J. Ridgway 


Mr. Charles T. Beach, of our 
New York staff, has passed the 
New York C.P.A. examinations. 

Mr. R. H. Spinning, formerly in 
our New York office and now a 
member of our Atlanta staff, also 
has passed the New York C.P.A. 
examinations. 
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Standards for Field Work 
(Continued from page 8) 


Specific Inqutries: 

One of the auditor’s most difficult 
tasks is the ascertainment of lia- 
bilities to which no direct reference 
appears in the accounts. Many 
auditors ask their clients for written 
assurances that all known liabilities 
have been recorded in the books. 
Inquiries are also standard pro- 
cedure to elicit the existence of con- 
tingencies and recourse to pledging 
of assets. Such inquiries, and the 
responses obtained, are not to be 
considered as a substitute for, but 
rather as a complement of, a proper 
examination. The auditor must 
avail himself of every reasonable 
recourse which will afford sub- 
stantiation of information devel- 
oped by inquiries. 

For the same reasons that the 


auditor’s correspondence files 
should contain a clear history of the 
basis on which each examination is 
undertaken, the audit working 
paper files should comprise an 
unambiguous history of the plan- 
ning, execution and supervision of 
the audit details. As noted, it is 
regarded as sound practice to in- 
clude a record of the investigation 
made of the adequacy of internal 
control and other factors con- 
sidered in selecting the procedures 
adopted. A satisfactory set of audit 
records is at least presumptive 
proof of an engagement completed 
in a professional manner. The 
absence of such records may be pre- 
sumptive evidence to the contrary 
if the standards of field work are 
challenged. 





Staff Training School 
(Continued from page 19) 


intensive course of this kind. Nev- 
ertheless, at the completion of the 
school the students generally felt 
better equipped to approach the 
technical auditing problems they 
would face and had a better appre- 
ciation of the professional aspects 
of public accountancy practice. 
Possibly the greatest value of the 


course lay in the good fellowship 
among the staff which was gener- 
ated by such an association and 
enriched by the presence of men 
from four different offices, a very 
wholesome innovation in the train- 
ing school program. The results 
should prove of lasting benefit to 
the firm and the clients it serves. 
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Dividend Policies in View of Section 102 
of the Internal Revenue Code 


(Continued from page 16) 


tion of this section. If the section 
is applied only where it was in- 
tended to be applied, the adminis- 
tering officials will be doing service 
to our economy. If it is used solely 


to collect more revenue, without 
consideration of the detrimental 
effects upon the future of our busi- 
ness enterprises, strong condemna- 
tion will be in order. 





A Rare Gift 
(Continued from page 20) 


cluded. This translation, familiar 
to all Protestants and students of 
English Literature, was elaborately 
printed and bound. 

Among other rarities in the col- 
lection is the famous Eliot trans- 
lation of the New Testament into 
Algonquin (1661). This is not only 
the earliest New Testament printed 
in a North American Indian lan- 
guage but also the first New 
Testament printed in North Amer- 
ica, and is a coveted prize for 
collectors of Americana. 

The earliest Bible printed in a 
European language in North Amer- 
ica is also represented in the 
collection. This is the Bible which 
was printed in German in German- 
town (1743). 

Other “firsts” include a copy of 
the earliest printed Greek New 
Testament, issued by Erasmus in 
1516, and a copy of the original 


Douai or Catholic 1582 translation. 

At the presentation ceremony in 
the library the donor gave a brief 
description of the collection, and 
the gift was formally accepted for 
the University by President George 
Wm. McClelland. 

In expressing the University’s 
appreciation of the gift, Dr. Mc- 
Clelland referred to the collection 
as “one of the most important 
gifts received by the University 
Library in recent years’ and pre- 
dicted that “‘it will be of inestimable 
value to students of Biblical litera- 
ture who will have access to it.” 

Various items from the collection 
went on exhibition for six weeks in 
the reading room of the library. 
Later, the entire collection will be 
installed, with a number of other 
important collections, in a new 
rare book room which the library 
plans to open in the early autumn. 
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